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•

In wildness is the preservation
ofthe world
Henry David Thoreau

The year 1975 was the beginning of a long period of trouble for Allied
Chemical Company, one of the largest chemical companies in the United States. It
was in that year when dangerously high levels of Kepone, a pesticide used in
household products to control insects, were discovered in the Hopewell, Virginia
plant where it was manufactured after some employees became ill. The discovery
resulted in over $20 million in fines and lawsuits, not to mention insurance
problems, stockholder suits and legal fees (Harrison 1-12).
In addition, the public image of Allied Chemical was severely damaged,

forcing the company to spend more funds on public relations campaigns and even
change its name from Allied Chemical Company to Allied Corporation in an attempt
to remove itself from the stigma of the Kepone "chemical" disaster. Allied is just
one example of the impact business has on the environment, as well as the costs
companies face as a result of the damage from their business activities.

The Growth of Environmental Concerns
Since the industrial revolution, there has been a struggle between the
progression of business and the protection of the environment. However, for many
years progress outranked protection, and the environment suffered as a result. In
the 1960's and 1970's, environmental awareness came to the forefront in society as
the alarming state of the environment was revealed. Pollution was increasing at an

incredible rate. For example, there had been a 446% increase in sulfur oxides and a
900% increase in nitrogen oxides in the atmosphere since 1900 (Fischer 4).
In addition, the discovery of global warming, acid rain, and ozone depletion

created new environmental concerns to be handled. The rapid destruction of the
environment made it apparent that action would have to be taken in order to
preserve and restore it for the future safety of the planet. Unfortunately for the
business community, the primary target of environmental reform was the pollution
caused by industrial and manufacturing companies.

Environmental Legislation and Other Pressures
One of the major defenses against all types of pollution has been
environmental regulation, especially on the federal level. Air pollution has been a
major concern in America since before World War II, and the fIrst strong
legislation, the Air Quality Act of 1967, was set up to control emissions form
stationary (industrial plants) and moving sources (motor vehicles) and emphasized
the states' responsibility for air pollution control. The act also created a new federal
program to handle pollution problems, known as the Environmental Protection
Agency (EPA).
The Clean Water Act of 1972 and amendments to it in 1977 prohibited
discharging pollutants into the waters of the United States and placed the

responsibility for controlling water pollution with the federal government. In 1976,
Congress enacted the Toxic Substances Act, regulating the manufacture of specific
chemicals to protect the environment.
After the passage of legislation concerning air, water, and toxic chemicals,
Congress recognized the need to control the solid and hazardous waste disposal
problem. The Resource Conservation and Recovery Act of 1976 called for the EPA
to create and enforce regulations defining the standards for management and
disposal of solid and hazardous waste. The passage of this act "closed the loop" in
environmental legislation by covering the final major source of pollution, the
unregulated dumping of hazardous material on sites across the country (Harrison 2
61).
In addition to the acts previously mentioned, the Comprehensive
Environmental Response, Compensation, and Liability Act of 1980, commonly
known as the Superfund, was created for cleaning up abandoned hazardous waste
sites. The act also defined the liabilities faced by those involved in the management
of hazardous wastes that contaminate the environment.

Pressures on the Business Community
The previous overview of environmental protection legislation is important
because it represents the major source of pressure placed on businesses to control

pollution. The business community also faces pressure from other sources. The
marketplace represents pressure as consumers become more concerned about
buying environmentally sound products. Industrial customers now require more
stringent environmental standards of the products from their suppliers. Another
source of pressure comes from investors and other fmancial groups as they
increasingly assess environmental contingencies as well as financial stability when
dealing with business issues . Finally, insurance companies are now requiring more
information about the environmental contingencies of a fIrm before issuing insurance
coverage. In almost every area, companies have been forced to investigate their
impact on the environment.

The Reaction of the Business Community
As fIrms were confronted with the new environmental responsibilities placed
upon them, their initial reaction was to vehemently resist adapting to the situation.
In the 1970's and 1980's the business world grudgingly began to create official

corporate environmental policy statements, but the statements rarely went beyond
basic compliance with governmental regulations. Businesses considered
environmental protection an obstacle in their operations that had to be addressed to
please external entities (Fischer 6).
Many policies set up by corporations were weak and not implemented

properly. Approximately 29% offInns in 1982 had no environmental policy for
compliance with government regulations (Fischer 7). Another 58% had basic
policies and stayed within minimum environmental standards, but these flnns
delayed implementation until absolutely necessary (7). Only 9% of flnns
established strong corporate support of environmental policy and went beyond
regulatory compliance (7). Overall, most of the flnns were unwilling to make a
serious effort to confront environmental issues. Most companies considered the
environment a problem that should be dealt with only to appease others and not as
an issue of personal concern to the company.
However, in the mid-1980's, it became apparent that minimal compliance was
no longer appropriate. The 1984 methyl isocyanide leak at a Union Carbide plant in
Bhopal, India, and the 1986 meltdown at the Chernobyl nuclear plant in the fonner
Soviet Union were catalysts for increased public hostility as the threat of serious
environmental damage from business activity became a reality (Fischer 8). New
regulations and business action emerged from these disasters, and flnns realized that
they could no longer ignore environmental issues.
By the late 1980's, drastic changes had occurred in the business community
concerning the environment. In contrast to the 1982 fIgures, almost all fmns had a
fonnal written environmental policy with specifIc implementation procedures by
1988 (Fischer 8). Also, 60% stated that they planned to go beyond compliance by

the movement of businesses toward compliance is the environmental audit. An
environmental audit is a management tool used to study and analyze the
environmental practices of a corporation in relation to regulatory compliance,
liability risk reduction, and efficiency of operations (Harrison 1-13).
Environmental auditing is a new discipline, with the official definition of the
procedure being stated only in 1989 by the International Chamber of Commerce.
Ideally, an environmental audit entails the implementation of a "cradle to grave"
assessment of how an organization's activities affect the environment, which should
be presented in a final report at the end of the audit (Smith 60).
Various methods of environmental auditing can be performed for a company.
A compliance audit covers compliance with statutory and voluntary obligations.
Site audits involve spot checks at problematic sites. Activity audits evaluate policy
implementation, and issues audits focus on specific environmental issues. Finally,
corporate audits entail auditing an entire business sector to ensure that roles and
responsibilities are clearly understood. Most of these methods contain similar basic
elements and vary only in the level of detail and management emphasis. However,
since these approaches are developing as changes occur in environmental standards,
the most informative analysis of environmental auditing requires an examination of
the general elements of the procedure.

incorporating environmental goals into the long-tenn plans of their businesses (8).
Another important development was that may larger companies created
environmental affairs departments similar to those of other basic functions such as
marketing and accounting. The primary task of the environmental department is to
monitor the activities of the company as they relate to the environment.
The massive pressures from government, the marketplace, fmancial
institutions, and major industrial disasters forced the business community to make
environmental issues as important as any other business concern. Intensified
environmental concern has caused finns to fmd ways to monitor and control the
amount of pollution caused by their activities. The methods used include increased
collaboration between corporate and environmental organizations, increased
fonnalization of environmental policies, and growing involvement of the chief
executives and the board of directors in corporate environmental responsibilities.
The general goal of all these activities is to shift from a reactive position to a
proactive position concerning environmental issues.

Environmental Auditing

As the amount of legal exposure from noncompliance with environmental
regulations increases, companies have discovered that they need a more reliable
method of evaluating their environmental compliance. One of the greatest tools in

Environmental Audit Procedures

Despite the various types of environmental audits and levels of concentration,
the major activities are the same. The basic steps of an environmental audit were
developed by the Canadian N aranda Corporation and adopted by the International
Chamber of Commerce. The steps divide the audit into three parts that consist of
pre-audit activities, activities on site, and post-audit activities.
Pre-audit activities involve the development of the environmental audit
program. Coopers & Lybrand, a Big Six accounting firm, has identified four stages
within the pre-audit section. First, the development stage involves many preliminary
activities. One of the most important decisions is the selection of an auditor. Larger
companies often utilize their own environmental departments, while smaller firms
rely on external auditors. Regardless of the source, a good auditor should be well
acquainted with current environmental regulations, have a technical or engineering
background, and possess the basic integrity and competence that would be expected
of any reasonable person or business group.
After selecting and auditor, senior management from all departments should
collaborate to finalize the purpose, scope, limitations, and confidentiality of the
project, and define the role and responsibilities of management in the audit. The
endorsement and active support of top management is vital to the success of the
environmental audit, especially in reinforcing the auditor's authority to allocate

resources and personnel. Also, specific requests for company information from
individual departments should be obtained to inform the audit team of substances
and emissions handled at each facility. Additional procedures in the development
stage include reviewing environmental regulations, selecting data-collection
methods, developing and approving specific audit guides, and scheduling facility
reVIews.
Second, the review stage of pre-audit activities entails testing audit
procedures at one or more facilities before reviewing all facilities, which includes
taking inventory of environmental substances and reviewing compliance status. The
assessment stage is the third section cited by Coopers & Lybrand, and involves the
preparation of a report stating the data and findings of the review stage activities.
The company determines its future plans for the audit based on this report and
makes any necessary changes or improvements in the performance of the audit.
The fourth and final pre-audit stage, the remedial stage, is optional. The
remedial stage entails conducting further investigations on any complicated areas;
however, the stage may not be necessary if no problematic issues are identified.
Pre-audit activities are imperative to the success of an environmental audit. Due to
the fact that the procedure is so new and lacks clearly defmed standards, developing
and assessing specific procedures gives the auditors and management a definite
focus and goals to work toward in the future.

The next major section of an environmental audit is the performance of audit
activities. Perhaps the most important aspect of the entire audit is the facility
assessment or site visit. In a site visit, auditors visit each site and physically inspect
the conditions, processes, and records present. Auditors also interview personnel
and determine the compliance status of the site, which can be accomplished through
questionnaires, interviews, and a review of documents used at the facility. The data
gathered from the site visit should be documented, and documentation should be
secured from unauthorized individuals to maintain confidentiality.
Certain issues should be researched during a site visit. Auditors should
assess the adequacy of internal reporting and review reports submitted to
government agencies. Compliance reporting and maintenance procedures at the site
should be examined. The audit should involve reviewing the site's compliance with
statutes dealing with hazardous wastes, air emission, water emissions, and
groundwater. The number and location of on-site discharges and storage sites
should be documented, and photographs can be useful as supporting documentation.
Auditors should address all forms of pollution applicable. Hazardous waste
issues include identifying solid and hazardous wastes present, storage and permit
requirements to handle the waste, and disposal of the waste. Water pollution
information that should be obtained includes identification of each pollutant
discharged, the volume of the discharge, water quality standards, and groundwater

contamination potential. Issues concerning air pollution also involve identification
of all pollutants released, estimates of the quantity released, air quality standards in
the region of interest, and the control equipment used at the site. In addition,
auditors should keep in contact with other functional departments such as, shipping,
purchasing, warehousing, legal, [mance, and accounting to ensure the accuracy and
consistency of the information gathered in the audit.
After site activities conclude, the auditors gather their audit evidence and
evaluate their [mdings. The degree of the company's compliance with federal, state,
and local environmental requirements should be analyzed. Samples of the audit data
should be taken and traced to source documentation for verification, and remedial
action should be pursued if inconsistencies are discovered. Auditors should then
report their findings to the company and proceed with the post-audit procedures.
The [mal aspect of an environmental audit is the post-audit activities section.
The auditors must prepare a written draft, called an audit report. The information
gathered during the audit should be compiled and condensed to provide an overview
of a site's facilities and operations, and its pollution control activities.
The basic content of an audit report usually includes a brief statement of the
purpose of the audit, the dates of the audit, and the names of the participants. The
location and description of the facility and its major activities should be reported.
The number of operational permits, current and pending, held by the facility and any

citations or violations incurred should be disclosed in the audit report. Also, the
audit report should disclose off-site disposal practices, compliance programs,
pollution control expense estimations, and any environmental uncertainties or
liabilities. The report may also include proposals for corrective actions in areas of
noncompliance and preventive measures. Ultimately, the audit report should be a
formal statement describing the current status of the compliance of a business with
statutory requirements.
The final audit report should be presented to management and discussed
among all involved parties (attorneys, financial advisors, etc.). After careful
examination of the report, all parties should agree on the accuracy of the facts
presented, and the report should be adopted and released to necessary groups such
as, plant managers, corporate management, potential investors, insurance providers,
and any other external entities.

Advantages and Disadvantages
Obviously, an environmental audit requires a large amount of time and
dedication. However, the penalties associated with noncompliance can be far more
costly, which explains why environmental auditing is becoming so important in the
business industry. Aside from preventing the damage that occurs as a result of
environmental disasters, businesses can reap other benefits from an environmental

audit. First, a company's periodic assessment of its environmental status tends to
improve its credibility with both the government and the general public. Second,
environmental audits help businesses to comply with the Securities and Exchange
Commission's requirement to report current and future environmental expenditures.
Third, environmental audits can help a company obtain insurance coverage with less
difficulty by supplying insurers with sufficient risk information. Fourth, companies
can prioritize environmental concerns and allocate resources accordingly using
information gathered in an audit. Fifth, disclosure of a firm's environmental
liabilities can be extremely valuable information in decisions involving mergers,
acquisitions, and expansion plans. Finally, management is given the freedom to
perform the operational activities of its company with confidence in knowing that
environmental policies are being monitored to prevent and repair any damage that
occurs (Blakeslee et al. 6).
Although the benefits of an environmental audit are numerous, there are some
disadvantages. First, the fact that the procedure is new causes problems because of
the lack of formal implementation procedures. Second, although the number of
professionals with the necessary skills to perform environmental audits is increasing,
no formal academic program exists to train people specifically in this discipline.
Therefore, it is extremely important to intensely scrutinize potential auditors before
entrusting them with access to such complicated and confidential information about

a company. Finally, environmental audits can devastate a company if the findings
reveal noncompliance. A company should be prepared to accept the consequences
of a negative outcome, which can damage business relationships, increase exposure
to legal liability , destroy public image, and cripple the company fmancially .

Relationship to Financial Auditing

The term "audit" is usually associated with more fmancial aspects of a
company than environmental issues. However, the two types of auditing are more
closely related than first impressions represent. Actually, the basic techniques of
environmental auditing were derived from the well-established audit processes
developed by the accounting profession.
Environmental auditing is becoming incorporated into financial auditing as an
essential task in today's environmentally aware society. Auditors are now
considering environmental issues and contingencies when planning and
implementing an audit. Although financial auditors may not possess technical
expertise, they can follow generally accepted auditing standards to form opinions on
environmental matters. They can also utilize the services of a specialist, which
auditors often do on highly complex engagements requiring knowledge beyond their
frame of reference.
Financial auditors should familiarize themselves with the environmental

regulations that apply to their client and the environmental history of the company.
The environmental policy of the client, if it exists, should also be reviewed.
Auditors can then use this information to assess the inherent risk of misstating the
financial statements due to environmental contingencies, which may help the
company recognize the damage caused by its operations (Bewley 45).
Despite their lack of environmental training, financial auditors, who already
measure economic activities, can use their basic standards of forming opinions to
report on the environmental impact of a corporation's operations. In fact, it is
important that financial auditors measure the environmental effects of business
operations in order to provide adequate costlbenefit analysis for decisions
concerning the expenditures of environmental prevention and reparation (Anderson
64). Also, it is important to remember that these two types of auditing are not
mutually exclusive. Actually, assessing a company's environmental liabilities should
be considered an extension of the financial audit, although the scope does not reach
the extent of a full-scale environmental audit (Harris 57).
However, fmancial auditors do face increased liability by issuing opinions on
environmental matters. The accounting profession has always struggled with an
expectation gap between what users of audit reports perceive audit opinions to mean
and what auditors are actually trying to represent. Audit report users usually
interpret an audit opinion as a guaranteed statement; however, auditors only supply

reasonable assurance that their opinions are correct. Therefore, by undertaking
responsibility for environmental issues, auditors may widen the expectation gap and
increase their vulnerability to lawsuits .
In spite of the dangers, auditors are required to disclose any information that
may affect the reliability of the fmancial statements, which leaves them little choice
but to take the increased risk and issue an opinion on environmental matters. Also,
environmental activities are ultimately the responsibility of a company's
management, and it is not the auditor's fault if its client fails to monitor the
environmental impact of its business operations. A fmancial auditor's responsibility
is to verify that a company's fmancial statements are presented fairly, based on
proper execution of an audit according to generally accepted auditing standards.
Environmental auditing has had a major impact on financial auditing
procedures, especially in an environmentally conscious world. Financial auditors
are increasingly expected to address environmental concerns as well as profit
margins and balance sheets. Although these increased expectations expand a
fmancial auditor's duty of care, in order to serve their clients and their clients'
stakeholders, auditors must accept the increased responsibilities placed upon them.

Future Trends
As environmental awareness increases in popularity, the field of
environmental auditing is expected to grow. Environmental auditors are expected to
develop professional standards to provide a more uniform auditing process. An
environmental auditing standards board should be developed to monitor the
activities and qualifications of environmental auditors, as well as act as a governing
body on auditing standards. Many companies will probably add environmental
performance standards to their annual reports to inform stakeholders that the
companies are in compliance with environmental standards.
Globally, environmental auditing is also gaining importance. Canada and the
United States have been pursuing a large amount of federal legislative action.
Although US federal standards are not nearly as rigorous as those in Canada, many
individual states have legislation comparable to Canadian regulations. Mexico is
well behind Canada and the US in this area and even appears to be a haven for firms
that want to escape pollution regulations (Archibald et al. 63) . However, the
passage of the North American Free Trade Agreement (NAFTA) is expected to
force Mexico to create tougher environmental regulations.
The European Community (EC) is also developing several plans to formalize
environmental auditing processes to push companies beyond basic compliance with
environmental laws. The EC will implement a new regulation for voluntary

environmental plans, known as CEMAS, this year. CEMAS will require
environmental audits to be perfonned and verified by an external group. In addition,
the International Organization for Standardization (ISO; Geneva) has set up a
committee to develop environmental standards to be presented in the latter part of
the 1990's (Chynoweth 42).

Conclusion

Environmental auditing is a socially responsible activity that will probably be
an integral part of preventing the continued pollution of the environment. By
helping companies to identify the impact of their business operations, environmental
auditing allows these companies to monitor and correct any pollution emissions.
The pressures from the government, investors, insurers, and other groups have
forced the business community to realize that, as stated by the American Accounting
Association's Committee on Concepts and Standards for External Financial Reports,
"the pursuit of private goals does not lead to the fulfillment of social goals."
Hopefully, environmental auditing will provide a bridge that will link the goals of
the business sector with protection of the environment.
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